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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editor 
of the Students' Department.]
Examination in Accounting Theory and Practice—Part II
May 13, 1932, 1:30 P. M. to 6:30 P. M.
The candidate must answer the first three questions and one other question. Answer 
no more than four questions.
No. 2 (24 points):
At December 31, 1930, the “Investments” account on the general ledger of 
the X Company showed a balance of $83,400 made up as follows:
Cost
Company 







100 Apr. 7, 1930 $19,800
100 “ 10 “ 5,400
200 “14 “ 10,000
600 “ 18 “ 42,000
100 “ 21 “ 6,200
$83,400
At this same date, a “Reserve for loss on investments” account was car­
ried. This account had a credit balance of $36,900, constituted as follows:
U. S. Steel Corporation................,...................... $ 6,900





The market prices of three of these stocks were:
December 31 
1930 1931
U. S. Steel Corporation.................................... 139 40
General Motors Corporation.............................. 35 22
X Company......................................................... 45 20
No market quotations of the stocks of the Y and Z companies were available. 
The common stock of X Company consists of 100,000 shares of $10 par value. 
Its books, before adjustment, show an operating surplus of $3,000,000 at De­
cember 31, 1930, and $2,800,000 at December 31, 1931, indicating a loss from 
operations for the year 1931 of $200,000.
The Y Company has 1,000 shares of no-par common stock issued and out­
standing. On the books of this company, the common stock is carried at 
300
Students' Department
$10 ,000 and the earned-surplus account shows a credit balance of $20,000 at 
December 31, 1930, and $15,000 at December 31, 1931.
Statements of the Z Company indicate that its capital stock outstanding 
consists of 10,000 shares of $10 par value, and that its surplus at December 31, 
1930, was $210,000, and at December 31, 1931, $180,000.
On May 12, 1931, the X Company sold 100 shares of its treasury stock for 
$3,500, and on August 31, 1931, purchased 500 shares of its outstanding stock 
for $15,000. On October 31, 1931, it purchased 100 shares of the American 
Telephone and Telegraph Company for $13,700. The market price of this 
stock on December 31, 1931, was $120 a share. On December 21, 1931, it sold 
the 100 shares of General Motors Corporation for $2,300. All these transac­
tions were charged or credited to the “Investments” account.
Indicate exactly how you would show the transactions, with their respec­
tive balances, in preparing the balance-sheet as at December 31, 1931, and 
also in the related statements of surplus and profit and loss.
Solution:
In the following solution I have set up the “investments” and “reserve for 
loss on investments” accounts as at December 31, 1930, made and posted 
certain adjusting entries, and then journalized and posted the transactions for 
the year, in this way arriving at the balances needed for the statements at 
December 31, 1931.
(1)
Examination of the investments and reserve accounts in connection with the 
schedule of market prices and other data indicates that stocks were carried 
at market values where such values exist (U. S. Steel, General Motors, X 







or Book  
value
U. S. Steel............. .. 100 $19,800 $ 6,900 $12,900 $129 $139 *
General Motors.... .. 100 5,400 1,900 3,500 35 35 *
X Company.......... .. 200 10,000 1,000 9,000 45 45 *
Y Company.......... .. 600 42,000 24,000 18,000 30 30 t
Z Company........... .. 100 6,200 3,100 3,100 31 31 t
Apparently there was an error of $1,000 in setting up the reserve for loss on 
U. S. Steel, and this is corrected by the following entry:
Reserve for loss on investments................................................ $1,000
Surplus.................................................................................... $1,000
To correct error in provision for loss on U. S. Steel stock.
(2) .
The practice of the X Company of writing down its investments to market 
value (or book value where no market exists) is a well established one, and can 
not be criticized, except in the instance of the treasury stock. Even though the 
company is actively trading in its own stock—and two trades in an entire 
year can hardly be called “actively trading”—there are certain objections to 
carrying the stock on the asset side; such stock is not an asset in event of liqui­
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dation, and the stock outstanding is misstated. For this reason the following 
entries are made:
a. Treasury stock—common................................................ $ 2,000
Surplus............................................................................... 8,000
Investments................................................................... $10,000
To remove the treasury stock from the investment 
account, and to set it up at par, writing off premium to 
surplus.
b. Reserve for loss on investments...................................... 1,000
Surplus........................................................................... 1,000
To reverse provision for loss on treasury stock.
May 12, 1931: (3)
Cash.................................................................................... 3,500
Treasury stock—common.............................................. 1,000
Premium on treasury stock sold...................................... 2,500
To record sale of 100 shares of treasury stock.
August 31, 1931: (4)
Treasury stock—common.................................................. 5,000
Premium on treasury stock purchased.............................. 10,000
Cash................................................................................. 15,000
To record purchase of 500 shares of X Company stock, 
at 30.
October 31, 1931: (5)
Investments........................................................................ 13,700
Cash................................................................................. 13,700
To record purchase of 100 shares of A. T. & T.
December 21, 1931: (6)
Cash.................................................................................... 2,300
Reserve for loss on investments........................................ 1,900
Loss on sale of investments............................................... 1,200
Investments.................................................................... 5,400
To record sale of 100 shares of General Motors (carried 
at 35), for $23 a share.
With reference to this sale an interesting point arises. The actual loss 
on this sale is $3,100 ($5,400—$2,300), and this is the amount of the loss to be 
deducted for tax purposes; on the books, however, $1,900 of the loss was re­
served against in 1930, and the current year will be charged with only $1,200. 
If the company is in the practice of recording actual profits and losses in the 
profit-and-loss account, and unrealized losses in surplus, an entry should be 
made reversing the reserve provision to surplus, and recording the entire loss 
of $3,100 in the loss on sale of investments account; otherwise $1,900 of the 
loss will not have been reflected in the profit-and-loss account.
If, however, actual gains and losses, as well as unrealized ones, are recorded 
directly in surplus as being extraneous in nature, nothing is gained by such a 




At December 31, 1931, it is again necessary to examine the investments to 
determine the proper valuation; the following schedule may be prepared:
Market or
Carrying book value
Stock SShares Cost Reserve value per share Total Decline
U. S. Steel.. . . 
American Tel.
100 $19,800 $ 5,900 $13,900 $ 40 $ 4,000 $ 9,900
& Tel..........100 13,700 13,700 120 12,000 1,700
Y Company.. . 600 42,000 24,000 18,000 25 15,000 3,000
Z Company.. . 100 6,200 3,100 3,100 28 2,800 300
$14,900
Unrealized loss in investment value...................................... $14,900
Reserve for loss on investments......................................... $14,900
To increase the reserve for loss on investments to give 
effect to the market or book values at December 31, 1931.
After all of the foregoing entries are made and posted, the accounts affected 
(except cash) will appear as follows:
Investments
Dec. 31, 1930—balances:
U. S. Steel................... a $19,800
Dec. 31, 1930 (2a).. . .
Dec. 21, 1931 (b)........
.. c $10,000
.. b 5,400
General Motors.......... b 5,400
X Company................ c 10,000
Y Company................ d 42,000
Z Company................. e 6,200
Oct. 31, 1931—(5)
American Tel. & Tel.. . f 13,700
Reserve for loss on investments
Dec. 31, 1930—balances:
Dec. 31, 1930 (1)........ a $ 1,000 U. S. Steel.................. a $ 6,900
Dec. 31, 1930 (2b).... c 1,000 General Motors.......... b 1,900
Dec. 21, 1931 (6)........ .. b 1,900 X Company............... c 1,000
Y Company................ d 24,000
Z Company................ e 3,100





Dec. 31, 1930 (2a).... $ 8,000 Dec. 31, 1930—balance.. $3,000,000
Dec. 31, 1930 (1)............ 1,000
Dec. 31,1930 (2b).......... 1,000
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Treasury stock—common 
Dec. 31, 1930 (2a)............... $ 2,000 May 12, 1931 (3)............ $1,000
Aug. 31, 1931 (4)................. 5,000
Premium on treasury stock sold 
May 12, 1931 (3). 2,500
Premium on treasury stock purchased
Aug. 31, 1931 (4)................. $10,000
Loss on sale of investments
Dec. 21, 1931 (6)................. $1,200
Unrealized loss in investment value
Dec. 31, 1931 (7)................. $14,900
These accounts would appear on the balance-sheet of the X Company at 
December 31, 1931, somewhat as follows:




Less—reserve to reduce to market price........  17,500 $ 16,000
Other (not readily marketable): 
Cost.............................................................. $ 48,200
Less—reserve to reduce to book value...........  30,400 17,800
Total............................................................. $ 33,800
On the liability side:
Net worth:
Capital stock:
Authorized and issued—10,000 shares of a 
par value of $10 each................................ $1,000,000





Statement of surplus 
For the year ended December 31, 1931 
Surplus, December 31, 1930..................................... $3,000,000
Adjustments to opening surplus: 





Over-provision for decline in value of U. S. 
Steel stock.............................................. $ 1,000
Provision for loss on treasury stock now 
reversed............. 1,000 $2,000 $ 6,000
Surplus as adjusted, December 31, 1930............... $2,994,000
Deduct: 
Loss from operations....................................................$200,000
Premium on treasury stock purchased.................$10,000
Less premium on treasury stock sold................. 2,500 7,500
Loss on investments sold..................................... $ 1,200
Decline in value of investments on hand........... 14,900 16,100 223,600
Surplus, December 31, 1931................................................................ $2,770,400
The profit-and-loss statement would not show any of the results from the 
security operations.
No. 3 (22 points):
The X Company sells a loose-leaf service for $115 and contracts to issue to 
customers renewal and replacement pages semi-annually on April 1st and 
October 1st, for $15 per annum.
The initial purchase price covers the original publication and one year’s 
renewal pages, and customers are billed in advance for each subsequent year’s 
renewal pages on the anniversary dates of the original sales.
The company’s books at December 31, 1931, showed the following trans­
actions:
Sales of original publication (uniformly 200 sets a month), 2,400 sets
@$115............................................................................................ $276,000
Sales charges for renewal pages, 4,500 sets @ $15.......................... $ 67,500
Sales of original publication for preceding years were— 
1927............................................. 50 sets a month
1928......................................................... 75 “ “ “
1929......................................................... 100 “ “ “
1930........................................................ 150 “ “ “
The production cost of the original publication was $30 per set and that of 
renewal pages $2.50 per semi-annual issue.
The company credited the foregoing sales of both categories to profit and 
loss, in closing its records for the year 1931, in accordance with the uniform 
practice since the initiation of this particular department.
As auditor, would this procedure meet with your approval? State what 
modifications you would suggest, showing the actual gross profits from both 
sources for the year 1931 and the adjustments applying to other periods.
Solution:
The X Company has been overstating its annual profits in anticipating the 
unearned income arising from the billing of the renewal pages of its loose-leaf 
service, (1) in billing for one year’s renewal at the date of the shipment of the 
original publication, and (2) in billing for subsequent renewals on the anniver­
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sary dates of the billing for the original publication. The income for the origi­
nal publication should be taken up in the year in which it is shipped, for pre­
sumably the cost of such shipment is charged into the accounts at the time of 
shipment. Following the same principle, the income from renewals should be 
considered as earned at the time of shipment, at which time the cost of these 
sales should be recorded.
On this basis, the original charge of $115 may be apportioned as follows:
Original publication............................................... $100.00
Renewal pages—at regular sales price................... 15.00
Total................................................................... $115.00
As the company has correctly taken into its accounts the income arising 
from the sale of the original publication, we may confine our examination to the 
correct treatment of the income from the sale of renewal pages.
Since the monthly sales are uniform, one sale per month is used in the 
following table which shows the allocation of each month’s sales during a year.






























It will be seen from the above table that the income from sales during 
January, February and March will be earned during the current year, as the 
renewal pages will be shipped on April 1st and October 1st of the current year. 
The income from sales during the months of April to September inclusive, will 
be divided equally between the current and the subsequent year, inasmuch as 
one shipment of the renewal pages will be made on these contracts at October 
1st of the current year, and the other, on April 1st of the following year. The 
income from the sales of October, November and December will not be earned 
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Apparently, one-half of the year’s billings is earned in the year billed, and 
one-half in the subsequent year. On this basis, the schedule (in sets) 
appearing on the preceding page may be prepared.
From this schedule, it would appear that the earned income of the company 
has been overstated in the past, and that the sales price of 3,450 sets of renewals 
should be deferred. The journal entry reflecting the necessary adjustment 
based on the foregoing schedule, follows:
Adjusting entry 
Surplus (1927)—300 at $15................................................ $ 4,500
Surplus (1928)—450 at 15.............................................. 6,750
Surplus (1929)—600 at 15............................................... 9,000
Surplus (1930)—900 at 15............................................... 13,500
Profit and loss 
(1931)—1200 at 15.................................. 18,000
Deferred renewal sales............................................ $51,750
To set up collections for 3,450 sets to be delivered in
1932, and adjust profits of 1931 and prior years.
The actual gross profits for the year 1931 are shown in the following state­
ment, using the unit costs of $30 and $5, and sales prices of $100 and $15 for 
the original publication and the renewal pages, respectively.
The X Company














Total.............................................. . ......... $325,500 $100,500 $225,000
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